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not cause them to change. Hence the effect of FAS 106 on output prices is confined

to the regulated sector, arad we estimate its effect on the rate of growtb of GNP-PI

to be Jess than 0.12 percent per year.

II. BACKGROUND

In December 1990, the FASB issued a formal statement, ·Statement of

Financial Accounting Standards No. 106- (pAS ]06), acknowledging tbat the provision

of other post~employment benefits (OPBBs) is a form of deferred compensation and

that accounting for OPEBs should be changed from a cash to an accrual basis. Cash

accounting. which recognizes OPEB costs only when they are paid to retirees,

understates current cost" and overstates future costs of employing any individual worker.

If the prices of a regulated firm are set to recover book costs, cash accounting {or

OPEBs can lead to lin intertemporal subsidy in which current ratepayers pay less than

the true cost of service and future ratepayers pay more.

Implementation of accrual accounting for OPEBs in 1993 means that going

rOIWard, the OPEB liability will be recognized on the booles of the company when the

liability is incurred (i.e., while the employee is working and qualifying for the benefit)

rather than when the liability is actually paid (after the employee retires and receives

medical, dental, or life insurance benefits covered by the planV This liability will

have several components. First, companies must account for the actuarial present value

2Jn addition. FAS 106 requirC6 that the uarcc:opiz.ed accumulated liability to active and retired
workers (or OPEB" be Iccogr1i1.cd either in 1993 Or amortized QYCr an ac.ccpc.abk time period.
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of future OPEBs that are associated v.;th employees hired prior to 1993. For many

companiest this liability is a large fraction of their net worth; thus FAS 106 permits

companies to amortize thb liability over a period not to exceed 20 years. Sccondt

companies must recognize the expected present value of OPBBs to which active

employees become entitled in a given year. Annual interest on the entire OPEB

obligation is In additional expense to be recognited under accrual accounting for

OPEBs. FinallYt accrued costS are reduced by the actual return on qualified plan

assets.

This change in accounting costs for OPEBs raises the following regulatory

question: With the adoption of FAS 106 by the FCC, what is the appropriate

regulatory treatment under the price cap plan of the cl1ange to accrual accounting for

OPEBs?

III. THE nmORETlCAL BASIS FOR EXOGENOUS COST TREATMENT

In this section, we show how a Z.adjustment should be calculated in the

price cap formula given that the fum has experienced an exogenous change in costs

for which Z treatment is appropriate. To understand how Z should be measured, we

must understand where the annual price cap adjustment formula comes from and what

it is supposed to accomplish.

The purpose of the annual price cap adjustment is to' insure that if the

regulated firm meets its productivity growth objective, its adjusted revenues wiJl just

track its costs every yeart whatever the level of inflation happens to be. In the FCC
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price cap plan for Tier 1 LECs, we fix a productivity target X, annually observe

inflation measured by GNP-PI, and calculate Z-adjustments whenever appropriate so

that if the productivity objective is met, the allowed change in the regulated firm's

price will be close to its change in costs. Thus, our explanation begins with the total

factor productivity (TFP) growth objective for the regulated firm, dTPP, which

represents the annual year-over-year percentage growth in the regulated firm's n:'P.

From the productivity growth target and the objective of having revenues track costs,

. we derive below the annual price cap adjustment formula used in the FCC price cap

plan. Once we know how the variables GNP-PI, X, and Z in the plan are derived

and what they 81e supposed to measure. we can interpret them in the conteXt of PAS

106 accounting changes.

A.. Price Oap Thear:r

A basic identity in economic theory states that the rate of growth of TFP

is equal to the difference between the rates of growth of the firm's input prices and

output prices.' Applying this rule to the regulated telecommunications firm, we wriie

dp. • dw - dTFP

where dp. represents the annual percentage change in the telecommunications firm's

output prices, and dw represents the annual percentage chan2e in its input prices. To

Jne price cap plan (or Tier 1 LEts include. I fac:lor lbal accounts Cor I1OD-traffic lensitive <:ost5.
We ignore this term in our dhcu.Won. since it is DOl part or the theoretical basis for price caps.

~We dJow Lhis rormaUy in the Appendix.
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raise or lower the finnls output price in order to track exogenous changes in cost, we

write

(1) dp • dw - dTFP ... Z·

where dp represents the annual percentage change in the telecommunications firm's

output priccs adjusted for exogenous cost changes, and Z· represents the unit change

in costs due to external circumstances.' Thus, to keep the revenues of a price cap

regulated firm equal to its coStS despite inflation, the price cap fomwla should

(i) increase the firm's output prices at the same rate as its input prices less the target

change in productivity growthl and (H) directly pass tbrough exogcnous cost changes.

Equation (1) looks a great deal like the annual adjustment equation in the

FCC price cap plan: the allowed price change for the firm. is set at a measure of its

input price change less its TFP growth adjusted for exogcnous cost pass-throughs. If

GNP-PI were taken as B measure of the fum's input price growth and X were the

firm's TFP growth target, equation (1) would indeed be the same as the price

adjustment formula (apart far the adjustment for nantraffic sensitive costs). However,

there are two errors in this interpretation:

1. The GNP-PI is a measure of national QUtput price growth,
not input price growth. So even if the regulated firm is
a microcosm of U.S. industry, GNP-PI is not an
appropriate measure of its input price growth.cI

2. X in the price cap plan is a target TFP growth rate for
the regulated firm relative to U.S. industry as a whole (or

JNotc tbat r can be positive or negative.

'RccalJ that input price growth difre.rs from output price crOWlh by the erawtb in TFP. Only if
DTPP" were 0 could GNP·fJ be I good mealure or national input price growth.
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relative to the lFP growth already embodied in the
GNP·PI). The change in TFP in equation (1) is the
absolute TFP growth for Lie regulated firm. Again, unless
U.S. TFP growth is 0, X is not equal to dTFP.

To gel from equation (1) to the price adjustment formula, we must (ompare

the productivity growth of the regulated firm witl) the produclivJty growth of the U.S.

economy. The reason for this comparison is that it is difficult to mea.~re input price

growth objectively. In particular, no competent party outside of tbe industry, such as

the Bureau of Labor Statistics or the American Productivity center, maintains an index

of telecommunication." input prices. However, by comparing productivity growth of the

firm with tbat of the U.S. economy, the difficult mea.l\UI'cmcnt of input price growth

can be avoided.

For the U.S. economy as a whole, the existence ot effective competition

implies that there arc no long run excess profits, so the relationship among input

prices, output prices, productivity, and exogenous cost changes can be derived for the

nation as a whole in the same manner as it was derived in equation (1) above:

(2)

where tIpN is the annual percentage change in a national index of output prices; dwH

is the annual percentage change in a national index of input prices; dTFp N is the

annual change in the economy-wide total factor productivity, and zeN represents the

change in national output prices caused by the exogenous factors included in equation

(1). If we subtract equation (2) from equation (1), we see that

tIp - tipN '" (dw - dwNj - [dTFP - dTFP'i + [ze - ze';,
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(3) dp • dpN _ [ tlI'FP - dTFpN + awN - dw] + [ z· - zeN].

Equation (3) is the theoretical equivalent of the price adjustment fonnula. The allowed

price change for the regulated firm for a parti~ year is liven by:

1. the rate of inflation of national output prices tlpN, (GNP-PI),

2. less a fixed productivity offset, X, which represents a target productivity
growth differential between the regulated firm and the U.S. economy,'

3. plus unit exogenous cost changes, written as the difference in the unit
costs of the exogenous change between the regulated firm and the U.S.
economy.

Simple algebra translates equation (3) into the formula that appears in tbe price cap

plan (again, apart for the adjustment for non-traffic sensitive COSU):'

(4) R, .. R,-J X [ 1 + GNP-PI - X] ... Z

where R, represents the regulated fmn's revenue in year t using base period quantities.

In words, the change in the regulated firm's output price that will just track

the change in its costs. whatever the level of inflation, is equal to (i) the change in

a national index of output prices. less (il) the difference between the change in total

factor productivity for the telecommunications firm and for the nation as a whole,'

'This di{f'~renliat is equal 10 thc diO'crc.ac:c bctwceD thc rll1n and u.s. TfP groMll rates oaIy if the
ratci of input price growth arc 1M lime for the fulft and &he nation: Lc., if dw • dw". Evidence
supportiag this usumptiQJ1 was preSCDted by Dr. Laurill Cbristeasea in Appcndix F or AT&T'. CommCDts
ia rc:apoNe to the FCC', ligtjtp Q[ EtoPQ1sd BuJemuinaiD CC Docket 87-313. flied Oc:lobc:r 19. 1987.
Accordias to Dr. Cbri5tenlcn'. c:a1cuJations, input COlt innltioa for the Bcll System Illd for the total u.s.
private. domestic cCODomy averagcd 44,S9D and 44.6% respectively (or the yean 1.948 through 1979.

-nc equivalence of equadOllS (3) and (4) are shown in the Appeadix to this piper.

'Adjusted lor possible dirrCTcn~ bclWCCD input price growth ratea for the firm and the llaUoa.
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plus (iii) the difference between the effect of exogenous changes on the ~sts of the

telephone firm and on the costs of the nation as a whole. This equation is the

foundation of the price adjustment formula in the FCC price cap plan. In this plaIlt

GNP·PI and Z are measured annually, but X is fIXed as the target amount by which

the firm 's TFP growth should exceed U.S. TFP growth. If the firm exceeds i1.li

productivity target, revenue growth will exceed cost growth and the firm will make

higher profits. ]f the firm falls shon of its productivity target, revenue growth will fall

short of cost growth and profits will fall.

B. AeeoUntlD: Cost Chlnces In the Prlc:e Cap formu!,

Changes in the method of accounting for OP'EBE will result in large changes

in accounting costs. However, accounting costs are different in principle from

economic costs. In this section, we examine the effects of a change in accounting

costs (such as the adoption of accrual accounting) on firms in competitive markets and

on regulated imns.

The single most critical economic fact in this case is that costs recognized

under FAS 106 accrual accounting for OPEBs reflect economic costs. Costs recognized

under cash accounting for OPEBs do not.IO Two important consequences follow from

this fact. First. in unregulated markets. prices already reflect the economic costs of

jOAc.crual accopouaa Cor OPEBs estimates the prCWlt vallie or the &abUity for c:urrcrat JerW:cs
rendered by an employee in • pvea year. To mcuule the labar c:ompoaeDt or iDcrcmcntaJ cost (for a
scm"), ODe would calculate the iDcrcuc in penoD-houfI (lor diJl'ereDl typeI of labor) Q\IICd by I

hypOlhetical mcrea'-C in demand. Eaeb adcl1Uol1a1 perIOD-hour would add, to the total cost oC the firm,
1ft amount equal to t~ Ium of wacca and bcaetIU. The coat of additiODll beaelita to the firm cauacd
by tbc additional penon-hour is the prCICDt wlue of the liability that the firm expcd.S to pay at IOUle later
date. That presellt value Is the cost CKtimll.c.d by acerual accounting mcthock.

n;e/r,a



CAMBRIDGE MA NERA TEL:16176210336

• 10 .

Apr 15 92 19:03 No.Ol? P.13

OPEBs. and the change from cash to accrual accounting will have no effect on prices

in those markets. Second. in regulated markets where prices are based on accounting

costs. prices do not reflect accrual accounting for OPEBs, and thus do not reflect

economic costs for services. When adopted for ratemating purposes, thc change from

cash to accrual accounting· in regulated markets would move prices towards economic

costs and would remove the intergenerational inequities embodied in the current price

structure.

It UtlJity Prices Should Ref1ect Economic Cost.

There is general agreement among economists and replators that public

utility prices should be based, to the cxtent possible, on economic costs. To an

economist. such price~ are desirable because they promote economic efficiency. To a

regulator, cost-based prices tend to be just and reasonable because they insure that

customers pay their own way, in the sense of paying at least as much for the

additional service they demand as it cost& to produce tbat additional service. Previous

FCC actions (e.g., the transition towards flat-rate recovery of interstate non-traffic

sensitive costs) are consistent with this pricing objective.

Moving current prices towards current costs increases efficiency and reduces

an intergenerational inequity. This inequity stems from regulatory practices that

inappropriately defer cost recovery into the fuMe, reducing current prices below

current economic costs while raising future prices above future economic costs. Sucb

practices include cash accounting for pensions or OPEBs, and the use of overly long

depreciation lives instead of economic depreciation lives for capital recovery. The

n;elru
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resulting prices are inequitable because future ratepayers A.r~ burdened with the cost

of services consumed by ccrrent ratepayers. They ere also inefficient because

(0 ratepayers never {ace proper incentives for choosing among semccs, and (ii) utilities

never race the same eosts of providing OPEBs as unregulatcd firms.

Under the FCC price cap plan, the initial rates are taken to be just and

reasonable. The FCC observed in its Second Report and Order. CC Docket 87·313,

(October 4, 1990):

•_.LEe interstate access rates. as they existed on July 1, 1990 and
were adjusted by an Erratum, [footnote deleted] are the most
reasonable basis from which to launch a system of price cap
regulation." p. 97.

These initial rates reflect cash accounting for OPEBs. Thus, the price cap index must

he adjusted to aUgn prices under price caps with economic costs.

2. Accrual Accounting Costs for OPES, Are Eeonomlc Cost.

The economic costs of hiring an additional worker are given by the sum of

wages paid and the present value of expected pension and OPEB expenses for that

worker. OPEB expenses measurcd under casb accounting are of no use to a. manager

trying to decide how many workers to hire or wbat mixture of salary and benefits to

offer. They are irrelevant because expenses for OPEBs under cash accounting are

determined by the medical experiences of people who are not currently working. In

. unregulated markets, managers hire workers until the value of the additional output

of the last worker just equals the additional cost of hiring that worker. The cost of

hiring a worker is the sum of the costs of wages, pensions. and OPEBs. Competitive



CAMBRIDGE MA NERA TEL: 16176210336

• 12 -

Apr 15 92 19:04 No.Ol? P.lS

pressures prevent managers from treating the costs of pensions and OPEBs as anything

other than the plcsent value of the expected cost of that benefit.

3. Prices In Unregulated Markets Renect Accrual Aceountlnc for OPEDs

In economic theory, 8 firm that used cash accounting for OPEDs in making

decisions could not survive in competitive markets. Today-when cash accounting costs

for OPEB are low-the firm would hire too much labor, include too large a component

of OPEBs in its compen.'iation offers to prospective employees, and price its products

below their profit.maxfmizing levels. In the future-when cash accounting costs for

OPEBs 8rc high-the firm would hire too little labor, include too small an OPBB

component in it." compensation mix, and price its product above the tnle profit.

maximizing level. As competitive forees move prices towards incremental cost, prices

could no longer reflect cash accounting for OPEBs.

Even in unregulated but non.competitive markets, output prices would still

reflect accrual accounting for OPEBs rather than cash accounting. An unregulated

monopolist that used cash accounting for OPEBs in making decisions would also hire

the wrong amount of labor. offer an inefficient mix of wages and benefits, and price

its product incorrectly. If unregulated monopolists manage their affairs so as to

maximize economic profits, their input decisions and output prices will reflect accrual

accounting for OPEBs. Thus a change in accounting standards from cash accounting

to accrual accounting for OPEBs should not change prices in unregulated markets,

irrespective of the degree of competition in those markets.
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Empirically, there is abundant evidence shoVling that shifts in accounting

standards have negligible effects on finns in unreaulatcd markets. A search of the

empirical literature (see Section IV) examining the effects of the 1987 FASB change

in the method of accrual accounting for pension benefits revealed no evidence linldng

stock prices and pension accounting changes. Thus in unregulated markets, additlona)

OPEB accounting costs have been recognized by the corporations in prices and by

financial analysts as a liability of the finn. The accounting recoenition of these costs,

therefore, has no impact on ~hc financial situation of the firms. AccountJng costs,

however, have determined~ for regulated rums, from which we conclude that

OPEB expenses are currently (before adoption of FAS 1(6) treated differently for

pricing decisions by managers of regulated and unregulated firms.

4. Cash Accounting for OPESs Distorts Competition In Labor aDd
Telecommunications Senice Markets

Regulated and unregulated firms compete for workers in the labor market,

and with prices set by cash accounting for OPEBs, regulated firms face different

incentives to offer wages, pensions, and OPBBs to workers than those of unregul~ted

firms. With competition for telecommunications services, the consequences of this

distortion are even greater. Price limits for regulated firms in competitive markets

today are set through a price cap formula whose starting point was based on cash

accounting costs for OPEBs. Competitors' prices arc determined by their economic

ntefr,a
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costs which include OPEB costs as measured by accrual accounting,u As interstate

access services become more competitive. it is essential that regulatory distortions in

pricing be removed.

While any departure from economic costs sends the wrong signals to

ratepayers. the adverse consequences arc much greater when a utility face..~ growing

competition. In the case of a monopoly utility. the inappropriate deferral of cost

recovery produces prices that are too low carlyon. but too high later. These prlce

signals win cause too much service to be consumed in the earlier period and too little

later on. However. for the amount of setvice provided in eaeh period, there is no

reason to believe that the utility's Incentives to produce efficiently are distorted.

When regulated markets are opened to competitive entry, the inefficiencies

from inappropriate timing of cost recovery become more important. There are two

rea.4ions for this observation. First, since true economic costs play a crucial role in the

terms and conditions (or competition, any deviation from true economic cost in the

mea~urement of the incumbent utility's cost can distort the competitive process. For

example, if the price floors for competitive services are based upon inappropriate cost

recovery assumptions, they could be too low in an early period and too high later on.

Such an outcome could frustrate the objective of the most efficient firm being able to

provide competitive services.12

lJThls phrase should nOl be laken to imply that Pacif".c Ben's competiton will quickly move: to fund
OPES, or to chanle their priCCl when they cbaqc their aCCO"DUDa. In unregulated markets. prices arc
let by the markc.t aDd by the lcyci of osgppmjc costa. brcspcctive or accauntin; coavc.utiou, economic
roreel will drive the rum', prices towards a level collaistc.llt with accrual ac:coundllg for OPEes.

tZn.e incremcn~ c:oat. lor • giveD 1Cn'ia: iadadc& .. a labor compoDClll, the ac:au~ OPEB
expenses associated with the labor Deeded to provide that aervice. but it doea not indudc any of the
historical costs that arose (rom deCerring r~ or cosu auoc:ialcd with prcviousl)' provided lervica.
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Second, with competition and incentive regulation. the FCC can no longer

guarantee recovery of deferred costs. In particular, the utility is at ri&k for the

recovery of the historical liability under incentive regulation. Failure to adjust price

ceilings to offer the utility the opportunity (1) to cover these bistorical costs and (2)

to recover the economic costs of ongoing operations under competition raises the real

possfblllty that the utllIty wnt never fully recover legitimately incurred costs of service.

5. Conclusion

To have a perceptible economic effect, an accounting change must cause a

change in some prices in the economy. In competitive markets, prfce$ are determined

by the interaction of customer wants (demand) and costs of production (.upply). A

change in accounting convention clearly has no effect on customer demands. If

accounting changes are to affect prices at all. they must affect the economic cost of

producing goods and services and thus the amount that firms are willing to supply at

a given price. Economic theory teaches that rums make supply dedsions on the basis

of economic costs, not accounting costs. When a profit.maximizing firm decides

whether or not to hire an additional worker. it wei&1u the value of the additional

output the worker produces against the additional cost that hiring the worker entails.

If the compensation package for a worker includes OPEBs, a profit-maximizing firm

would include the expected present value of OPEB costs as a cost in its hiring

decision. A firm which ignored OPEB costs would hire too many workers and would

experience higher 1han minimum costs in the long run. A competitive firm that made

hiring decisions based on cash ucounting figures for OPEBs would hire too many

workers today (when its pool of accumulated retirees with OPEDs is small) and too
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few workers later (when its annual casb OPBB obligation is large). Competition in

the market-particularly entry from profit.seeking firms-dri\'es prices towards economic

costs which in turn forces high eost firms to leave the market. '!buSt in competitive

markets, the firm's suppJy cwvc-the amount of goods and services it is wilUng to
-

produce for a given price-must reflect the economic cost of OPE& regardless of their

accounting treatment A change to accrual accounting for OPBBs would have no

effect on output prices in competitive markets: effectively, the accrual has already been

. recognized by the market and is reflected in the market price. A similar analysis

sbows that accounting changes wouJd have no effect on non.competftive (but

unregulated) markets.

In regulated markets, howevert accounting changes can have significant effects

on prices. The essence of the regulatory process is a connection between recognized

or adopted accounting costs and prices paid by ratepayers. A rate.of·return regulated

firm is entitled to an opportunity to recover its recognized accounting costs plUS a fair

return on its investment. In the interstate jurisdiction-and most other regulatory

jurisdictions-cash accounting has been authorized by the Commission for OPBB

expenses. In contrast with unregulated markets. there are no forces at work in

regulated firms that require managers to rcrognize economic costs. .Thus, the regulated

prices which began the price cap regime for Pacific Bell were ba.l\ed on cash

accounting for OPEBs.

However, Pacifie Bell's liability for OPEB benefits was being created white

employees worked, not when they retired-just as in unregulated markets. Cash

accounting resulted in prices which were equal to a measure of cost of service which
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understated the true current cost of using an employee to pro\'ide servJce. Only when

that employee retired and began using benefits, would cash accounting begin to

recognize t.~ose costs. Thus, the C'.lITent cash accounting treatment for OPEBs leads to

intertemporal inequities in regulated markets in which future ratepayers will pay a

portion of tbe costs of providing current services.

Adopting FAS 106 and recognizing the difference in costs as an exogenous

cost change would lead to the same price level that would have occurred if FAS 106

had been adopted before the beginning of price cap regulation. H PAS 106 had been

adopted while the industry was subject to rate of return regulation. the initial levels

of prices for price caps would have been set at a level to recover the amortization of

the historical liability for OPEBs prior to 1993 and the ongoing expense for OPEB

liability incurred In tbe current year. In addition, 5ince earnings are measured with

respect to accounting costs, if FAS 106 had been adopted befofe the beginning of

price caps, measured earnings {or sharing with ratepayers would reflect economic costs

of OPEBs. Thus the prices (and measured costs) that would exist today if accrual

accounting for OPEBs had predated price cap regulation can be attained by adopting

an exogenous cost change for PAS ]06.

In summary, competitive forces drive prices towards economic costs, but

regulatory ratcmaking sets prices using adopted accounting costs. In unregulated

markets, prices already reflect accrual accounting costs for OPEBs because those are

the actual economic c05tS. However, prices in regulated markets have been (and are

currently) set to recover cash accounting costs for OPEBs, not accrual accounting costs.

Prices of ratc-of~return and price-cap rCK1Jlated firms thus entail an intertcmporal



CRMBRIDGE MA NERA TEL:16176210336

• 18 -

Apr 15 92 19:07 No.017 P.21

misallocation of costs in which future ratepayers pay a portion of the economic costs

of current 6ervices. To correct this inequity, tbe accounting costs of the regulated

firm-and its prices-must be adjusted to recover each year's economic costs as they are

incurred and to amortize as quicldy as possible th~ accumulated liability for past years'

OPEBs. For prJce-cap rt'lgulBted firms, B z..sdjustment must be made to the price cap.

Subsequent to adoption of accrual accounting by the FCC, if no price cap changes

were allowed, (i) the intertcmporal cost misallocation would continue, and (li) the

sharing mechanism would incorrectly transfer funds between shareholders and

ratepayers. A Z.adjustment would also lead to tbe same level of priccs that would

prevail had accrual accounting {or OPEBs been adopted prior to price cap regulation.

C. EXO£CDOU5 Cost Cbgnees In the Pdcc Cap Formula

In its decision implementing price cap regulation, the FCC recognized the

need to adjust the price cap to reflect exogenous cost changes.U The definition of

an exogenous cOst change was given in the decision:

-Exogenoul\ costs arc in general those costs that are triggered by
administrativc, lcgislative or judicial action beyond the control of
tbe carrlers...'Ibcse costs are created by such events as ieparations
changes; USOA amendments; changes in transitional and l~ng term
support: the expiration of amortizations: and the reallocation of
regulatcd and nonregulated costs.•1.

IJFcdcral Commuwticms Commiulon, SecOtld Report and Qrds::r. CC Docket 87·313. released
Octobe, 4, 1990, pgh. 166.

I~.
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The adoption of FAS 106 is a change in accounting procedures, aod the FCC price

caps decision recognizes such changes as exogenous events:

-Cwlses in LBC costs that are caused by changes in Pan 32 of our Rules,
the Uniform System of Accounts (USOA). will be considered exogenous.
We make this classification on the basis that such changes are imposed by
this Commission and are ouUide the ~ntrol of carriers.•1$

From the perspective of an economist, a Z-adjustment that changes prices

for price-eap regulated firms to reflect accrual accounting costs for OPEBs promotes

economic efficiency because it moves prices towards economic costs. However. changes

in wages (for example) (or a regulated firm represent changes in economic costs, and

yet few economists would recommend that wage changes be accorded Z factor

treatment.16 In what sense then is the cost change from adoption of FAS 106

different from the cost change from a (hypothetical) wage increase?

Uke wages, OPEBs are an element of the compensation package for workers,

and Pacific Bell has roughly the same ability to raise or lower OPEB expenses as it

does to raise or lower wages.11 What is beyond the control of the firm are (i) the

change in accounting standards. and (ii) the build-up of an historical liability that has

resulted from cash accounting in the past. Changes in accounting standards clearly

have nothing to do with Pacific Be)) management, and the historJcal liability represents

deferred compensation earned by its employees for services rendered in the past.

'ihid. J'8h. 168 l(oOllJolCl omiued}.

"If chancC6 ia waCC5 could be passed through Co ratepayers by MeaDS of • Z-.djuWDCItt. the
regulated rum would have litl1e iI1ecnuve \0 c:oatrol the wagCl il pays.

I'Thls ability is. of courac, not unlimited. Pacific hireI worken in competitive labor markcl.5, and
cheges in OPI!B beuc.liu alI'ect iU ability to aUraa and maintain Ita workforce.
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To understand how these accounting chmges fihould be treated under price

caps, it is useful to separate the OPEB expense under accrual accounting in any year

into two parts:

1. the amortization of the embedded _OPBB )lability as of
1993, and

2. the on-going accrual associated with current year
employees.

Thus the difference between expenses under accrual and cash accounting can be

visualized as having two parts: the amortization of the embedded liability plus the

difference between accrual expenses for current operations and cash-based accounting

OPES expenses.

The proposed 15 year amortization of tbe embedded liability can be correctly

treated as a pair of Z-adjustments,II just like any other amonization (e.g., lnsidc wire

and the depreciation reserve deficiency in the FCC price cap plan). The costs in

question have already been incurred, and the liability has been quantified.

The second component of the difference in expense streams can be

calculated as the difference between OPEB costs associated with current operations and

cash..based accounting OPEB expenses. By managing its operations prudently after the

one..tlme 1993 Z factor adjustment, the firm can attempt to control the ac:aual for

OPEns-just as total OPEB expenses under cash accounting have been treated as

endogenous expenditures under the price cap plan. If changes over time in this

UODe z"adjastment would be made in 1993, IIld an ofl'seltiD, z.adj\lStJnent would be made faftee.a
yelr, later when the lImottizatiOJl expires.
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difference w~rc passed through as annual Z-adjustm.enu. the firm's incentive to manage

its OPEE costs prudently would be diminished.

The proposed Z.adjustment in the price cap aligns rates Bud costs as if price

caps had be.en implemented with prices set using a~a1 accounting for <?PBBs. That

one-time change adjusts for the fact (recognized exogenously in FAS 106) that the

priccs under which price caps were implemented did not reflect the true economic cost

of OPEBs offered to workers up until that time. After implementation of the Z factor

adjustment, OPEB expenses would again be under management control just like wage

expenses. Thus adoption of FAS 106 aligns accounting costs and economic costs, and

Pacific·s proposed Z-adjustment would align its initial prices with economic costs.

With inilfal rates set at their appropriate level, Pacific Bell's management

would then have the incentive to manage OPEB expenses in the same manner as all

other costs.J9 All else equal, if OPEB costs increasc, Pacific Bell's earnings would

decreasc, and vice-vcrsa. These arc the ·same risks and incentives faced by firms in

unregulated markets which compensate workers with similar packages of wages,

pensions. and OPEBs. Z factor treatmcnt for FAS 106 cost changes would not

diminish the incentives of the firm to control its OPED expenses. Thus, from an

economist's point of view, FAS 106 cost changes meet the test for exogeneity as used

in the theoretical derivation of the price ~p fennula.

I'Jn lhis ICDSC, PAS 106 COlt chaagea arc IimiIar to separatioas cost alftgc6, which arc th~
prototype curnple of .n CXOICDOUI coat chaap:. Bolli t)peI of c:bIll8CI arc dwlges iD accounting toIts,
not economJc costs. 10 both QIC~ the rum CUI coatro1 future expeDditurea. Nooethe1ess, separaliollS
changes are treated IS CXOJenoU5 C01l cba.ogcs bcausc tbey "able the reauJalor to chanse priee, in
differenl jurisdictions.
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In this sense, FAS 106 cost changes are similar to separations cost chanies,

which are the prototype exampie of an exogcnous cost cbange. Both types of changes

are changes in accounting costs, not economic costs. In both cases, the firm retains

somc control over future expenditures. Nonetheless, separations changcs are treated
-

as exogenous cost changes precisely because they enable the regulator to change prices

in different jurisdictions:

•...we win require an exogenous cost adjustment for changes in
interstate costs for LECs that arc caused by changes in the
Scpuations Manual. As we explained in the Second Further
Notise, these changes are imposed by regulators and are ouuide
the control of the catriers...Regulatory dccisions that are designed
to produce just and reasonable rates must affect the cap in order
to en.~re that the system results in ratcs that are just and
reasonable••20

In the case of OPEBs, tbe FAS 106 accounting decision must affect the cap in order

to ensure that the price cap is based on economic cost!'.

D. 6Dplylng the Price Cap FormpJa

How should the Z.adjustment for the dtange to accrual accounting for

OPEBs be calculated in the price cap formula? For the regulated firm.. the difference

in ]993 expenses under FAS 106 and under cash accounting for OPEBs should be

estimated and expressed as a fraction of the total annual revenue requirement. For

the U.S. economy, a similar calculation should be made for those markets in which

accounting cost changes will lead to price changes which, in turn, will affect the growth

20swnd Re,pon and Order. CC Docket 87·313, reJeued October 4, 1990. pgh. 167.
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of GNP-PI. The difference between tbese effects determines the 1993 Z.adjustment

under price caps.

There are several ways in which this simple calculation may app~ar to

overstate the price change required to pass through the cost changes stemming from

the FAS 106 accounting changes. First, to the extent that FAS 106 changes affect all

U.S. firms, there may be some change in the GNP·PI associated with FAS 106. and

simply flowing through the finn's cost change would result in double-counting. The

derivation of equation (4) presented above makes it clear that only the difference

between the effect of FAS 106 on Pacific Bell costs and on U.S. average costs should

be passed through as a z.adjustment.21 The rest of the cost change stemming from

FAS 106 would be recovered from the assumed change in GNP·PL23

A second apparent doubJe·counting stems from the presence of prices of

medical services as a component both of GNP·PI and of Z, the firm's expected change

in costs stemming from FAS 106. If 8 Z·adjustment is made in 1993 (for example)

~o that the price cap reflects accrual accounting for OPEBs. that Z.adjusunent will

become pan of the price cap that will be adjusted eve!)' year by GNP·PI • X. Since

the OPEB Z.adjustment already includes expected medical inflation. one might think

that the Z-adjustment should not be corrected in every future year for inflation.

Possibly it should be isolated from the price cap index in the future, &0 that,

JJThal is, it aD exagenoas eveDt Jed to • t pcrCCD\ reduCli01l in GNP·PI IDd a 4 perCCDt n:duClioD
in telephol1e company cost&. the appropriate ZofldjUUD1CJl1 would be a 3 per<ZDt RdgctiOll ill price.

22 We showed ,bove: dw the chIDF to accrual Ic:counlina 'Ill already reflected in prices for
compcwiYC markets. The impact of PAS 106 on output price. ill the CCODomy will be approximately zero.
Thus the appropriate Z,adjuslDltnl for the reeuJated firm will be approximale1y its lDcrca5~ in accountiDg
expenses.
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effectively, it would not he multiplied each year by [1 + GNP-PI - Xl· But that

would be wrong.

The actual OPEB cost incurred in 1993 .h a function of future medical

prices. If tbe OPEB z..adjustment were made correctly in 1993, it would raise the
-

price cap to tbe level it would have attained if Pacific BeD had been under accrual

accounting for OPEBs all along." Because the Z.adjusted price cap in 1993

represents actual costs in 1993. it follows from equation (4) tbat all pam of the 1993

price cap must be multiplied by (1 + GNP-PI· Xl in 1994, or prices wJ1l no longer

track costs, assuming that the productivity objective of X is met.

A common error is to examine the price cap adjustment formula and

conclude that the GNP-PI term compensates the regulated firm for inflation in tbe

price of its inputs. including medical services to retirees. If that were the case, then

compensating the firm for inflation of its 1993 OPEB Z.adjustment might appear to

be double-counting. However, the role of GNP-PI in the price cap adjustment formula

is Jl.Qt to measure and compensate the firm for input price increases. Rather, GNP-PI

is a measure of national outPut price increases, and the price cap adjustment equation

assures us that jf the firm meets its productivity target. its output price will have to

be multiplied by [1 + GNP-PI - Xl every year to keep prices equal to costs.

In summary, while compensating the regulated firm for changes in cost due

to adoption of accrual accounting for OPEEs might at first give the appearance of

double-eounting in several ways, it does not

:nApart from amortizing the historical liabililY.
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1. The switch to ac:aual accounting will affect the GNP·PI, but we !ihowed
that thC\ formula compensates the finn for the ,diffcreDc, between the
effoct of the accounting change on its prices and the GNP-PI.

2. The Z.adjustment is based on forecasts of future medical inflation, 50
adjusting the OPEB Z.adjustment compon~nt of the price cap for
inflation in future years may seem to be double-counting. Howcver, we
sbowed that this argument misinterprets the role of GNP·PI in the price
cap formula, and adjusting the entire price cap by (GNP.PI • X) in
subsequent year~ is necessary so that prices track costs.

IV. THE EFFECT OF FAS 106 ON PACIFIC BELL'S INTERSTATE PRICES

In this seetio~ we combine the theory from tbe previous section with cost

estimates for OPEB expenses obtained from Pacific Bell We are informed that. as

a result of adoption of accrual accounting for OPEBs in 1993, Pacific BeU's interstate

revenue requirement (as if it were rate-of-return regulated) would increase by $29

mUJion in 3993. We show that the effect of FAS 106 on the prices of other fU'lllS in

the economy is small so that the effect of the change: to accrual accxnmting on th~

growth of GNP-PI is very small (Jess than 0.12 percent). Thus Pacific Bell's price cap

must also increase by close to $29 million (more than $27 million, as discussed below)

so that its prices will eaver its costs, and the intertemporal inequity by which future

-ratepayers pay for current services will be eliminated.
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A. The Eft'ect of lAS 106 on Pacific: BeJJ Costs is AppmraimlleJy 1.2% Percent

A shift to accrual accounting for OPEBs would lead to an increase in 1993

expenses, primarlly because of the amortization of the historical OPED liability. When

tbe amortization expircs after 2008, there will be a symmetric reduction in cxpcn.c;es
-

under acaual accounting relative to cash accounting. For a r&te-of~retum~regulated

firm, this shift in expenses would generate a similar $hfft in prices, rcducing the inter

generation inequity,. To insure that the change to accrual accounting for OPEBs also

eliminates the Inter-generation inequity for price--eap~regulated firms, we must pay

5pecial attention to how the annual Z factor adjustments are made.

The Z-adjustment to prices to account for FAS 106 should equal the change

in expenses attributable to FAS 106. In tum. the change in 1993 expenses attributable

to FAS 106 would equal the change in revenue requirements resulting from the change

from cash to accrual accounting for OPEBs.24 Specifically, let ~ be the incremental

revenue requirement for OPEBs in year t under accrual accounting and C, be the

incrementa) OPEB revenue requirement under cash accounting. Then the 1993

proportional expense change ~E1H3 would be

(5)

:Mpacific BeD's iDtentate cxpeases for OPED, rcl1ect partial implemeDtatioa or accrual acc:ounuDJ
in that P.c:U'ic BcJ1 is c:urreBtly \ISing tax·deductible 'illuiiftB "ChidC5 (or OPSBs. Thus, the change in
c:xpeDSCI I'cJuuc:n15 the: c:ffcd5 or Cull implementation or ac:c:rual ICCO\lntini-
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In accordance with the accounting requirements under FAS 106, Pacific Bell

has estimated the cxpense~ that would be incurred under cash and accrual accounting

for OPEBs.2J For the interstate jurisdiction, OPEB revenue requirements under

accrual accounting would be SS9 miJIion in ]993 compared with cash accounting

cxpen~eli of $30 million. Therefore, Pacific'li revenue would have to inc:rcase by $29

million in 1993 in order for the company's revenue to match what its 1993 expenses

would have been had the FCC adopted accrual accounting for OPEBs before price

caps wcre begun. This inere.B.I\e represents· a price increase of about 1.92 percent,

bascd on an estimated Pacific Bell 1993 interstate revenue bmfng base of about 51,493

milliOD.26 Assuming the 1993 interstate revenue requirement is about $1,493 million,

application of equation (5) would produce a price increase of about 1.92. percent

(relative 10 prices under continued cash accounting for OPEBs) in the first ycarP

B. The Effect of [AS J06 on the GNP..PI Is Less nan 0,12 Percent

Under price caps, a utility's exogenous cast changes will be fully reeover~d

through changes in the GNP-PI if (i) they are of the same relative size as for a

typical firm in the U.S. economy, and (ii) the typical firm wiU pass through the

2$"" we undcrlLand it. PlcU~'5 C&limatc of elpCD1C5 uder accrua1 ac:c:oulltias i5 bucd on an
Accumulated Pou-rctiremem Benelit Obliaatioa that hu been rcducecJ by cbc amouat of the laX {ree
fuDding Pacifi, bus Ilready laeurred. Witho1lt (Ilil l\lncline before the stut of PAS 106 Rqwrcmcnu, the
OPEB expensC& under ltallal accouatiag for 1993 would be ;relter.. '

~ estimatc u. CODICrvati\'C (bigh) bccauac it lad*' ul1d~ted fCftllUCI befen: PWg.
RCVCDUCI that just matched the beDcbmark rate or rcturn or 11.15 percent would be lower, tbUi ine:rcasiDg
tbe percentaBe increase in exogeDOUS expenses.

2'7IS59 • $30)/51,493 • 1.91%.

nefr:a


